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ECON311 Special, Trimester 2, 2013 
PART A 
DEFINITIONS (20 Marks) 


Define and explain each of the following Five (5) concepts. Each concept carries 4 marks. 


. Rational expectation 
Seignorage 

. Exchange Rate Overshooting 
The Marshall-Lerner condition 


. Non-accelerating inflation rate of unemployment 


ECON311 Special, Trimester 2, 2013 
PART B 


SHORT ESSAY QUESTIONS (40 Marks) 
Answer ONLY ONE (1) short essay from each section. 


Each short essay carries 20 marks 


SECTION 1 


6. Suppose the economy begins with output equal to its natural level. Then, there is a decrease in 
consumer confidence, as households attempt to increase their saving, for a given level of 
disposable income. Use the IS-LM and AS-AD diagrams to show the effects of the decline in 
consumer confidence in the short run and the medium run. Is there any paradox of saving in 
the short run? How about in the long run? 


OR 


7. A new prime minister, who promised during the campaign that she would cut taxes, has just 
been elected. People trust that she will keep her promise, but that the tax cuts will be 
implemented only in the future. If the central bank acts very strongly to keep inflation at its 
target rate, use the IS-LM diagram to indicate what you think will happen to expected output, 
expected interest rate and expected taxes, and how these changes in expectations affect output 
today. Would your answer change if the central bank decides to hold the current interest rate 
constant? 


SECTION 2 


8. Comment on the following statement: “In a closed economy, government spending crowds out 
investment. In an open economy with fixed exchange rates, government spending crowds out 
net exports.” 


OR 


9. Suppose that the domestic currency depreciates (E falls). Assume that the relative domestic 
price and foreign price level remain constant. How does the nominal depreciation affect the 
relative price of domestic goods (that is, the real exchange rate)? Given your answer, what 
effect would a nominal depreciation be likely to have on (world) demand for domestic goods? 
On the domestic unemployment rate? 


Please remember - This examination question paper MUST BE HANDED IN. Failure to do so may 
result in the cancellation of all marks for this examination. 
Writing your name and number on the front will help us confirm that your paper has been returned. 


